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Expectation in Consumption Function
Policy Implications

There is no doubt that Japan’s structural problems, such as non-performing loans of banks and
inefficient operations of governmental institutions, need to be addressed immediately through so
called “structural reform.” On the other hand, however, Japan is facing a long lasting deflationary
gap. The ideal scenario for the economy is accelerated reform process supported by the
stimulation of private sector demand, especially household consumption. This paper discusses
consumers’ expectation that affects their consumption behavior substantially. The main findings
are as follows:

1. In relation to the average propensity to consume, consumers’ expectation on future income

and inflation, rather than their realization, is important.

2. Scatter diagrams indicate that lower income class is affected by income expectations and
income risk. On the other hand, higher income class is affected by income and inflation
expectations.

3. The estimation of consumption functions and time series analyses, using expectations as
regressors, indicates that all income classes are positively correlated with inflation
expectation.

If inflation expectation is needed to be boosted, one feasible approach is to effectively utilize
taxation: a stepwise hike in the rate of consumption tax, while maintaining consumers’ purchasing
power by cutting income tax. This policy enables to stimulate household consumption, and at the
same time, to reform the structure of tax revenue, which now depends too heavily on company

employees’ income tax.
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